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FINANCIAL SUMMARY 


ANNUAL HIGHLIGHTS 


For the years ended October 31 (in millions of dollars) 


EARNINGS INFORMATION 
Income before tax 

Net income 

Net interest and other income “” 
Provision for credit losses 


Non-interest expenses 


FINANCIAL RATIOS (%) 
Return on average common equity 


Return on average total assets 


Non-interest expenses to income ratio 


Net non-performing loans as a 


percentage of loans and acceptances 


FINANCIAL POSITION as at October 31 


Total assets 

Total loans 

Commercial loans 
Residential mortgage loans 
Total deposits 

Personal deposits 
Debentures 

Shareholder’s equity 
Mutual funds 


Funds under management” 


RISK-BASED CAPITAL (&@) 
Tier 1 


Total 


1994 1993 


1997 1996 Change 1995 
221 $ 187 18.15% 172 
138 118 16.95 102 
733 640 14.53 548 
38 Sis} (28.30) 63 
474 400 18.50 313 
20.19% 19.49% OO DC, HIT STo 
0.61 0.59 0.02 0.60 
64.67 62.50 CAD) SP 
(0.39) (0.24) (0.15) 0.28 
23,910 peel 209 12.74% $ 19,580 
16,454 15,011 9.61 13,657 
7,940 7,139 v2 OD) 
6,876 6,453 6.56 5,54] 
20,115 18,353 9.60 UTE207, 
9,922 9,789 1.36 DM 
549 583 (5.83) 463 
671 623 7.70 S77, 
1,629 1,179 Boal, 381 
1,822 1,296 40.59 - 
4.7% 5.1% (0.4) p.c.p. 5.4% 
8.9% 9.6 (0.7) 9.4 


86 63 
477 395 
62 51 
279 252 

16.69% 13.29% 
0.59 0.51 
58.46 63.87 
0.98 2.67 
$ 16,021 $ 13,519 
11,914 10,379 
5,921 5,494 
4,742 3,702 
14,244 11,979 
8,051 7,060 
352 350 
526 499 
PD 97 

54% 5.6% 
8.7 9.1 


Notes: 1. This represents the total of net interest income and other income before deduction for credit losses 2. Net of specific and general allowance 3. Excludes 
the Bank's mutual funds under management 4. On November 6, 1997 the Bank issued a $60 million debenture. Proforma total risk-based capital at October 31, 1997 


would be 9.3%. 


NET INCOME 
(in millions of dollars) 
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PERSONAL DEPOSITS 
(in millions of dollars) 


This past year was devoted to 
building the inter-connections between 
the various parts of the company. The aim 
was to introduce our customers to the 
wide range of services we can provide 
and encourage them to broaden their rela- 
tionship with Hongkong Bank of Canada. 
We devoted time and effort to improving 


our employees’ product knowledge and 


sales skills, enabling them to more effec- 
tively meet the financial services needs 
of our customers. 

The results for the fiscal year 
were most satisfactory and achieved our 
goals for both profitability and growth. 
Our success reflects the continued growth 
of the Canadian economy and, in part, our 
reputation as an outstanding financial 


services provider. 


The quality of our loan portfo- 
lio continues to be good and is the result 
of judicious and sound credit adminis- 
tration. In the trade finance market, our 
share of this business continues to exceed 
our share of total bank assets in Canada, 
and our market share in the provision of 
private banking facilities across the coun- 
try is significantly larger than our share 
of bank assets. 

Independent surveys of per- 


sonal and commercial customer satis- 


faction and product knowledge, both in 


ne 
core banking products and in mutual fund 


sales, once again rated Hongkong Bank 


of Canada and its employees the leaders 


in the industry. 


In November 1996, we launched 
Hongkong Bank Discount Trading Inc.'s 


netTRADER, the first Internet-based 


iii 


Hongkong Bank Discount Trading also 
opened an office in Montreal and has 
experienced substantial growth during 


the past year. 


From left to right: J.L.Gordon, Senior Exective Vice-President; 
J.H. Cleave, Incoming Chairman; J.R.H. Bond, Outgoing Chairman; 
W.R.P. Dalton, Outgoing President and Chief Executive Officer; 
Y.A. Nasr, Incoming President and Chief Executive Officer; 


M.J.G. Glynn, Chief Operating Officer. 


CHAIRMAN’S MESSAGE (CONTINUED) 


People adapt, change, retrain, all through their working lives. 
At Hongkong Bank of Canada, we see our response to change 


as a measure of our performance in serving our customers. 


Staying competitive — 


HSBC James Capel Canada Inc., 


our Toronto-based, full-service broker- 


_ age firm, established a new forward 


direction and has experienced success 
in all facets of its business. The HSBC 
James Capel Canada name is associated 
with a significant number of new equity 
and security issues and is gaining a rep- 


utation for sound and respected service. 


Our merchant banking firm, 
HSBC Capital Canada Inc., opened offices 
in both Toronto and the Hong Kong Special 
Administrative Region of China and 
announced the start of a $25 million pri- 
vate equity fund. 

In December of last year, 
Hongkong Bank of Canada received final 
approval from regulatory authorities in 
both the United States and Canada per- 
mitting the Bank to operate branches in 


Seattle and Portland in the United States. 


This action, combined with the operations 
of our sister bank, Marine Midland Bank 
of Buffalo, New York, enables us to pro- 
vide Canada/ US banking for our cus- 
tomers who are taking advantage of 
growing north-south trade. 

Our branch network, combined 
with Service Plus, our telephone banking 
network for both retail and corporate cus- 
tomers, allows us to provide banking ser- 
vices throughout the country. Service Plus 
continues to grow as customers find the 
availability of 24-hours a day, seven-days- 
a-week banking a great convenience. Our 
Telefund system, which permits trading 
in Hongkong Bank Mutual Funds, has 
proven to be very popular. Our new 
Commercial Bank Card, launched in 1997, 
provides corporate customers with the 
capability of making deposits and with- 


drawals at Automated Banking Machines. 


And Hexagon, our PC-based electronic 
banking service, grew its customer base 
by 35% during the year. 

Three new Directors, Donald C. 
Lowe, Chairman of Sedgwick Limited and 
Robert W. Martin, Chairman of Silcorp 
Ltd., both of Toronto; and Gwyn Morgan, 
President and CEO of Alberta Energy 
Company Ltd., of Calgary, joined the board 
in fiscal 1997. William R.P. Dalton resigned 
as a Director at the December meeting 
of the Board. 

As announced, | have stepped 
down as Chairman of the Board effective 
December 31, 1997 and this role will be 
assumed by James H. Cleave, recently 
retired President and Chief Executive 
Officer of Marine Midland Bank of 
Buffalo, New York, who served as President 
and Chief Executive Officer of Hongkong 
Bank of Canada from 1987 to 1992. In my 


new capacity, effective May 1, 1998, 


as Group Chairman, HSBC Holdings plc, 
| shall continue to follow with great 
interest the fortunes of Hongkong Bank 
of Canada. 

As we look forward to 1998 our 
focus will be on deepening the relation- 
ship with each of our customers, enhanc- 
ing our reputation for providing superior 
service and maximizing the benefits cus- 
tomers of Hongkong Bank of Canada 
receive through our global connections 


with the HSBC Group. 


JOHN R.H. BOND 


CHAIRMAN OF THE BOARD 


DECEMBER 31, 1997 


VANCOUVER, B.C. 


STATEMENT BY THE PRESIDENT AND CHIEF EXECUTIVE OFFICER 


Creating connections: 


finding the best possible 


solutions for our customers. 


We offer a diverse range of products and services 


worldwide to fulfill the individual needs of our customers. 


Irene Yan, CSR “lam constantly taking 


courses to upgrade myself so | can be more 


knowledgeable and of more service to my 


customers. | love investments — it's my hobby 


and my job.” 


Less than three years ago, 
Hongkong Bank of Canada’s business was 
focused primarily on providing traditional 
banking services. We accepted deposits 
and provided credit to businesses and 
individuals, traded in foreign exchange, 
government securities and money mar- 
ket instruments, and provided trade finance 
services. While some of our customers 
were beginning to use alternative deliv- 
ery systems such as Automated Banking 
Machines with instantaneous worldwide 
access to their accounts, the basic nature 
of banking was not appreciably different 


from what it had been for over a century. 


Today, however, Hongkong Bank 
of Canada, while still providing high qual- 
ity traditional banking services, offers a 
much broader range of services and prod- 
ucts capable of meeting every conceiv- 
able financial need of our customers, 
now and in the future. The short vignettes 
accompanying pictures of our staff illus- 
trate both the diversity of our products 
and services and how our customers are 
taking advantage of the connections they 
can utilize to maximize the return on their 
assets within a secure and flexible finan- 
cial environment. 

Connections is the word used 


to denote efforts in the Bank and its 


subsidiaries to make our customers 


aware of the range of services we now 
provide in Canada and throughout the 
world using our global links to other 
members of the HSBC Group. Connections 
is also part of our continuing effort to 
improve our service and do it in a more 
efficient and effective manner. 

For example, throughout the 
year all employees were focused on 
becoming “smarter” bankers. Our “Smarter 
Banking” initiative has a major focus on 
improving service and eliminating unnec- 
essary procedures or duplications. To 
date, more than 200 such recommenda- 


tions have been implemented. Those 


changes have eliminated some routine 
tasks, and given our staff more time to 
build relationships with our customers. 
The changes in what we do and 
how we do it are inresponse to a combi- 
nation of factors. The first was the sig- 
nificant change in the regulatory regime 
imposed on financial services organiza- 
tions. The barriers which kept each sub- 


sector separate from the others are 


Uma Umapathy, Manager Trade Services 
“When clients call me back to express their 
appreciation, | feel especially good knowing 


my service is valued.” 


essentially gone. Now we can offer one- 
stop shopping for almost all of our cus- 
tomers’ financial services requirements. 

We are also equipping ourselves 
to deal with the changing reality of the 
market. For example, for the first time in 
history, there will be a significant trans- 
fer of wealth from one generation to 
another. With the changing demograph- 
ics in Canada, a large portion of our pop- 


ulation is moving into the stage in life 


We invest in our people 


so our customers can be confident 


in investing with us. 


STATEMENT BY THE PRESIDENT AND CHIEF EXECUTIVE OFFICER (CONTINUED) 


Shawn Toporowski, Manager 

Personal Financial Services 

“| look at the customer's whole picture 

and then tailor a plan that will meet both the 


customer's financial and personal objectives.” 


where they will require advice on the 
management of their accumulated assets 
to meet their evolving financial objectives. 
Moreover, as life expectancy 
continues to lengthen, the need for 
savings to supplement the Canada 
Pension Plan becomes ever more obvi- 
ous. Individuals are seeking advice 
on how best to invest their retirement 
savings to maximize future income. 
Individuals are becoming more 
sophisticated about their investments and 
the alternative choices they face. They want 
excellent thoughtful advice which is respon- 
sible, accountable and consistent. They 
need advice that recognizes that their finan- 
cial needs and concerns change over time, 


that anticipates those needs and is avail- 


able for consultation at a moment's notice. 

The kind of financial services 
required by business is changing as well. 
Companies with corporate pension funds 
are seeking professional advice and pen- 
sion fund administration. Moreover, as 
the economy continues to grow, compa- 
nies both large and small are seeking 
alternatives to traditional bank funding 


for their continued operations and expan- 


sion. Whether a traditional loan, longer 


term financing, public or private place- 
ment of a bond or stock issue, or assis- 
tance in financing trade, companies need 
a place to go where financial advice will 
be tailored to their current and future 
needs. They require a financial services 
advisor who can provide the full range of 
services, both domestic and off-shore, 


and do it in a manner aimed at maximiz- 


We identify emerging trends 


and anticipate the changing needs 


of our customers. 


Creating connections: 
responsive, knowledgeable 


ing the benefits to the customer. HSBC 
James Capel Canada Inc., HSBC Asset 
Management, HSBC Capital Canada Inc., 
and the commercial banking profession- 
als within the Bank can provide our 
business customers with all the services 
they require. 


To do this effectively is no easy 


task, and we are working to develop the 


capacity to anticipate what services and 
products our customers need. Then we 
need to ensure customers are looked after 
by skilled people who can provide in-depth 
product and service advice and exper- 
tise in both the commercial and personal 
financial services sectors. 

We are confident this approach 


to business will allow us to retain and 


and tailored service. 


expand our customer base. We believe if 
we provide superior service to our cus- 
tomers, they will tell others about it and 
we will continue to earn our superior ser- 
vice reputation. 

Unique to our Bank in Canada 
is our worldwide connection with the 
more than 5,500 offices of the HSBC 


Group in 79 countries and territories. For 


Darlene Ferguson, Manager Personal Banking 
“| keep abreast about what the competition 

is doing. It allows me to speak with 
customers confidently about how our 


services are really superior.” 


STATEMENT BY THE PRESIDENT AND CHIEF EXECUTIVE OFFICER (CONTINUED) 


example, we have state-of-the-art tech- 
nical expertise for handling millions of 
daily domestic and international trans- 
actions. The HSBC Group operates one 
of the largest proprietary networks of 
banking machines in the world. No mat- 
ter where you travel, local currency is 
available at a nearby ABM. And, when it 
comes to investing in offshore mutual 
funds, we have on-site investment man- 
agers who know local markets, seek out 
the best investments and adjust portfo- 


lios as opportunities become available. 


For our corporate customers, 
we offer a similar range of globe-span- 
ning capabilities. Whether it is trade 
finance, (Project & Trade Finance maga- 
zine rated the HSBC Group as the best 
trade documentation bank in 1997), 
PC-based electronic banking facilities 
(our Hexagon service), foreign currency 
accounts, underwriting or term finance, 
Hongkong Bank of Canada together 
with the HSBC Group can provide con- 
tacts and relationships throughout the 


world. That means our customers are 


always dealing with the same financial 
services organization rather than a 
complex network of foreign banking 
correspondents. 

Connections is the all-encom- 
passing term that relates to what 
Hongkong Bank of Canada can do for 
our customers and how we meet their 
needs. It focuses everyone within the 
Bank towards the single goal of provid- 
ing outstanding, innovative and imag- 
inative service. Itis a simple term with 


vast meaning. 


Our first priority is to meet and exceed 


our customers expectations. 


Tom Ronneng, Manager Investment Services 


“I show my customers the alternatives available 


to them — both the pros and the cons. | want 


them to know I have their best interest in mind.” 


Kristen Quilang, 


Accounting Clerk 


“| feel responsible for 


any referrals | make and | will 


follow up to make sure 


the customer has been 


taken care of.” 


Creating connections: 
building a position of strength. 


Finally, effective April 1,1998 the guiding principle in the future. To 
| shall become Chief Executive Officerof © demonstrate our continuity of commit- 
Midland Bank plc, our Group affiliate in © mentto our customers, Youssef joins me 
the United Kingdom. Youssef Nasr _ insigning this statement. 
will assume the position of President 


and Chief Executive Officer of We 
WILLIAM R.P. DALTON 
1998. | leave secure in the knowledge PRESIDENT AND CHIEF EXECUTIVE OFFICER 


Hongkong Bank of Canada on January 1, 


that the Bank’s reputation for providing 
outstanding service, the cornerstone of 
our past success, will continue to be 
YOUSSEF A. NASR 


DEPUTY CHIEF EXECUTIVE OFFICER 


DECEMBER 31, 1997 
VANCOUVER, B.C. 


STATEMENT OF MANAGEMENT’S RESPONSIBILITY 


FOR FINANCIAL STATEMENTS 


The consolidated financial statements of Hongkong 
Bank of Canada have been prepared by, and are the responsi- 
bility of, the Bank's management. The presentation and infor- 
mation provided therein have been prepared in accordance with 
generally accepted accounting principles, including the account- 
ing requirements of the Superintendent of Financial Institutions 
Canada (“the Superintendent”). The financial statements nec- 
essarily include amounts based on informed judgements and 
estimates of the expected effects of current events and trans- 
actions with appropriate consideration to materiality. 

In meeting its responsibility for the reliability of finan- 
cial information, management relies on comprehensive inter- 
nal accounting, operating and system controls. The Bank’s 
overall controls include an organizational structure providing 
for effective segregation of responsibilities, delegation of author- 
ity and personal accountability; written communication of poli- 
cies and procedures of corporate conduct throughout the Bank 
and careful selection and training of personnel; the regular 
updating and application of written accounting and adminis- 
trative policies and procedures necessary to ensure adequate 
internal control over transactions, assets and records; as well 
as a continued program of extensive internal audit covering all 
aspects of the Bank's operations. These controls are designed 
to provide reasonable assurance that financial records are reli- 
able for preparing financial statements and maintaining account- 
ability for assets, that assets are safeguarded against unauthorized 
use or disposition and that the Bank is in compliance with all 
regulatory requirements including compliance with the Canada 
Deposit Insurance Corporation (“CDIC”) Standards of Sound 
Business & Financial Practices. Annually, the Bank completes 
the Standards Assessment and Reporting Program (“SARP”) 
which details the Bank’s compliance with the CDIC standards. 

The Superintendent, at least once a year, makes such 
examination and enquiry into the affairs of the Bank as he feels 
necessary to satisfy himself that the provisions of the Bank Act, 
having reference to the safety of the deposits and the Shareholder 
of the Bank, are being duly observed and that the Bank is ina 


sound financial position. 


The Board of Directors oversees management's respon- 
sibilities for financial statements through the Audit Committee, 
which is composed solely of directors who are not officers or 
employees of the Bank. The Audit Committee meets four times 
per year. During each year it reviews the adequacy of internal 
controls over accounting and financial reporting systems and 
discusses with the internal and external auditors the overall 
scope, timing and specific plans for their respective audits. The 
Audit Committee reviews with management and the Shareholder's 
auditors the content and format of the Bank’s financial state- 
ments. As part of this process it reviews the adoption of and 
changes in accounting principles and practices that have a 
material effect on the Bank's financial statements and key man- 
agement estimates and judgements material to those state- 
ments. The Committee also considers, for review by the Board 
and approval by the shareholder, the engagement or re-appoint- 
ment of the Shareholder’s auditors. The annual SARP is approved 
by the Board. 

The Shareholder’s auditors, the Bank's Vice-President 
and Chief Auditor and the Superintendent have full and free 
access to the Audit Committee to discuss audit, financial report- 


ing and related matters. 


Se a 


W.R.P. DALTON 
PRESIDENT AND 


CHIEF EXECUTIVE OFFICER 


J.T. MouLp, C.M.A. 
CHIEF FINANCIAL OFFICER 


AUDITORS’ REPORT 


To the Shareholder of Hongkong Bank of Canada 

We have audited the consolidated balance sheets of 
Hongkong Bank of Canada as at October 31, 1997 and 1996 and 
the consolidated statements of income, changes in shareholder's 
equity and changes in financial position for the years then ended. 
These financial statements are the responsibility of the Bank's 
management. Our responsibility is to express an opinion on 
these financial statements based on our audits. 

We conducted our audits in accordance with 
generally accepted auditing standards. Those standards require 
that we plan and perform an audit to obtain reasonable assur- 
ance whether the financial statements are free of material mis- 
statement. An audit includes examining, on a test basis, evidence 
supporting the amounts and disclosures in the financial state- 
ments. An audit also includes assessing the accounting prin- 
ciples used and significant estimates made by management, as 


well as evaluating the overall financial statement presentation. 


In our opinion, these consolidated financial state- 
ments present fairly, in all material respects, the financial posi- 
tion of the Bank as at October 31, 1997 and 1996 and the results 
of its operations and the changes in its financial position for the 
years then ended in accordance with generally accepted account- 
ing principles, including the accounting requirements of the 


Superintendent of Financial Institutions Canada. 


LNG 


CHARTERED ACCOUNTANTS 


Canal 4 fog 


CHARTERED ACCOUNTANTS 


DECEMBER I, 1997 
VANCOUVER, CANADA 


CONSOLIDATED BALANCE SHEETS 


as at October 31 (in millions of dollars) 


ASSETS 
Cash resources: 
Cash and deposits with Bank of Canada 


Deposits with regulated financial institutions 


Securities: (note 2) 
Issued or guaranteed by Canada and provinces 


Other securities 


Loans: (notes 3 & 4) 
Commercial loans 
Residential mortgage loans 
Consumer loans 


Allowance for credit losses 


Other: 
Customers’ liability under acceptances 
Land, buildings and equipment (note 5) 


Other assets (note 6) 


1997 1996 
172) Os 
1,932 1,402 
2,104 1,510 
2,926 2,853 
279 100 
3,205 2,953 
7,940 7,139 
6,876 6,453 
1,869 1,640 
(231) (221) 
16,454 15,011 
1,258 873 
88 76 
801 786 
2,147 1735 
$ 23,910 $ 21,209 


See notes to consolidated financial statements 


CONSOLIDATED BALANCE SHEETS 


as at October 31 (in millions of dollars) 1997 1996 
LIABILITIES 
Deposits: (note 7) 
Regulated financial institutions $ 1,114 $ 156 
Individuals 9,922 9,759 
Businesses and governments 9,079 8,408 
20,115 [S393 
Other: 
Acceptances 1,258 873 
Other liabilities (note §) 1,287 747 
Non-controlling interest in subsidiary (note 9) 30 30 
2,515 1,650 
Subordinated debt: 
Debentures (note 10) 549 583 
Shareholder’ s equity: 
Capital stock (note 11) 16 TES 
Contributed surplus 165 165 
Retained earnings 431 383 
671 623 
$ 23,910 $ 21,209 


APPROVED BY THE BOARD: 


CHAIRMAN OF THE BOARD 


a 
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PRESIDENT AND 


CHIEF EXECUTIVE OFFICER 


CONSOLIDATED STATEMENT OF INCOME 


for the years ended October 31 (in millions of dollars except per share amounts) 1997 1996 
Interest and dividend income: 
Loans $ 984 $2105 
Lease financing 26 21 
Securities 148 198 
Deposits with regulated financial institutions 107 58 
Total interest and dividend income 1,265 L362 
Interest expense: 
Deposits 729 557 
Debentures 43 39 
Total interest expense Hd, 596 
Net interest income 493 486 
Provision for credit losses (note 4) 38 53 
Net interest income after provision for credit losses 455 433 
Other income (note 12) 240 154 
Net interest and other income 695 SYo/ 
Non-interest expenses: 
Salaries and employee benefits 230 188 
Premises and equipment expenses, including depreciation 1D 63 
Other 172 149 
Total non-interest expenses 474 400 
Provision for income taxes (note 14) 83 69 
Nimo bl 
Average number of shares outstanding 280,168,000 280,168,000 
Net income per share $ 0.49 $ 0.42 


See notes to consolidated financial statements 


CONSOLIDATED STATEMENT OF CHANGES 


IN SHAREHOLDER’S EQUITY 


for the years ended October 31 (in millions of dollars) 1997 1996 


Capital stock: (note 11) 


Balance at beginning and end of year $ dS $ 75 


Contributed surplus: (note 1(f)) 


Balance at beginning of year $ 165 $ 160 
Net recoveries on loans - 1 
Other _ 4 
Balance at end of year $ 165 $ 165 


Retained earnings: 


Balance at beginning of year $ 383 $ 340 
Net income 138 118 
Dividend on common shares (90) (7S) 
Balance at end of year $ 431 $ 383 


See notes to consolidated financial statements 


CONSOLIDATED STATEMENT OF CHANGES 


IN FINANCIAL POSITION 


for the years ended October 31 (in millions of dollars) 1997 1996 


Cash resources provided from (used in) operating activities: 
Net income $ 138 $ 118 


Adjustments to determine cash resources provided from operating activities: 


Provision for credit losses (note 4) 38 53 
Provision for deferred income taxes (note 14) 26 - 
Depreciation and amortization . 31 24 
Change in net accrued interest 15 29 
Net decrease (increase) in other assets, net of accrued interest receivable 36 (102) 
Net increase in other liabilities, net of accrued interest payable 435 130 
Other items, net (23) if 

696 253 

Cash resources provided from (used in) financing activities: 

Net increase (decrease) in deposits from regulated financial institutions 958 (242) 

Net increase in deposits from individuals 133 412 

Net increase in deposits from business and governments 632 551 

Issue of bank debentures - 60 
Dividends paid : (90) (75) 

1,633 1,006 

Cash resources provided from (used in) investing activities: 

Businesses acquired - (47) 

Net (increase) decrease in securities (252) 158 
Net (increase) in commercial loans (801) (329) 
Net (increase) in residential mortgage loans (423) (594) 
Net (increase) in consumer loans (229) (157) 
Net (increase) in land, buildings, and equipment (30) (27) 
(1,735) (996) 

Net increase in cash resources 594 263 

Cash resources in businesses acquired at date of acquisition - 58 

Cash resources at beginning of year 1,510 1,189 

Cash resources at end of year $ 2,104 sy IL SWHO, 


—_ "nmr — rrr 


See notes to consolidated financial statements 


NOTES TO CONSOLIDATED FINANCIAL STATEMENTS 


October 31, 1997 and 1996 (all tabular amounts are in millions of dollars) 


Hongkong Bank of Canada (“the Bank”) is a wholly owned 
subsidiary of HSBC Holdings BV and, as a result, is an indirectly 
held, wholly owned subsidiary of HSBC Holdings plc (“the Parent”). 


1. ACCOUNTING POLICIES: 

These consolidated financial statements have been 
prepared in accordance with generally accepted accounting poli- 
cies, including the accounting requirements of the Superintendent 
of Financial Institutions Canada (“the Superintendent”). Certain 
prior year amounts have been reclassified to conform with current 
year presentation. The significant accounting policies used in the 
preparation of these financial statements are summarized below. 

a) Basis of consolidation: 

The assets and liabilities and results of operations of 
the Bank and its subsidiaries are reported in the financial state- 
ments on a consolidated basis. All material intercompany trans- 
actions have been eliminated. The difference between the cost 
of investments in subsidiary companies and the fair values of 
net assets acquired is attributed to goodwill and recorded in 
other assets. Goodwill is amortized over the estimated period 
of benefit except where there is a decline in value considered 
to be other than temporary. 

b) Deposits with regulated financial institutions: 

Deposits with regulated financial institutions are 
recorded at cost. Interest income on interest bearing deposits 
is recorded on an accrual basis. 

c) Securities: 

Investment account securities, where the Bank's inten- 
tion is to hold the securities to maturity or until market condi- 
tions render alternative investments more attractive, are carried 
at cost or amortized cost. If the securities held for investment 
account experience a decline in value that is other than tem- 
porary, the carrying value is appropriately reduced. The amor- 
tization of premiums and discounts and adjustments to the 
carrying value of securities are included in other income in the 
consolidated statements of income. Gains and losses on the 
disposal of securities are included in other income. Previously, 
the amounts were recorded in income from securities. 

Trading account securities, which are purchased for resale 
over a short period of time, are carried at market value. Gains and 
losses on disposal or revaluation are included in other income. Pre- 
viously, the amounts above were recorded in income from securities. 


Loan substitute securities are customer financings 


structured as after-tax investments to provide the borrower with 
an interest rate advantage over what would otherwise be applic- 
able on a conventional loan. Such securities are accorded the 
accounting treatment applicable to loans. 

d) Loans: 

Loans are stated net of any unearned income, unamor- 
tized premiums or discounts and an appropriate allowance for 
credit losses. 

Interest income is recorded on the accrual basis unless 
the loan is classified as an impaired loan. Loans are considered 
to be impaired whenever there is no longer reasonable assur- 
ance as to the ultimate collectibility of some portion of princi- 
pal or interest. Loans where interest is due and has not been 
collected for a period of 90 days are automatically recognized 
as impaired, unless management determines there is no rea- 
sonable doubt as to the ultimate collectibility of principal and 
interest. Loans where interest is due and has not been collected 
for a period of 180 days are automatically classified as impaired. 

Impaired loans are recorded at their estimated real- 
izable amounts by discounting the expected future cash flows 
at the effective interest rate inherent in the loans except when 
the amounts and timing of future cash flows cannot be esti- 
mated with reasonable reliability, in which case estimated real- 
izable amounts are measured at the fair value of any security 
underlying the loans, net of expected costs of realization. When 
a loan is classified as impaired, recognition of interest in accor- 
dance with the terms of the original loan agreement ceases. 
Subsequent payments (interest or principal) received on an 
impaired loan are recorded as a reduction of the recorded invest- 
ment in the loan. Interest income is recognized only when all 
allowances for credit losses have been reversed. 

Fees associated with lending activities are deferred 
and amortized over the term of the loans, and are included in 
income from loans in the consolidated statement of income. 

e) Direct finance leases: 

Direct finance leases are included in commercial and 
other loans in the balance sheets. Initial direct costs of direct 
finance leases are expensed as incurred. The investment in the 
lease is defined as the minimum lease payments receivable, 
including the purchase option price, less unearned income. 

f) Allowance for credit losses: 

The Bank maintains an allowance for credit losses which 


is considered adequate to absorb all credit related losses in its 
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portfolio of both on- and off-balance sheet items, including deposits 
with other regulated financial institutions, loan substitute secu- 
rities, loans, acceptances, derivative instruments and other credit- 
related contingent liabilities, such as letters of credit and guarantees. 

The allowance for credit losses includes specific 
allowances against specific credit exposures determined on 
an item by item basis, being the amount required to reduce the 
carrying value of an impaired asset to its net realizable amount, 
and general allowances for doubtful credits, being provisions 
of a prudential nature on the aggregate exposures for which 
specific provisions cannot yet be determined. In prior years, 
the provision for doubtful credits was established against expo- 
sures to particular industries or geographic regions. 

The provision for credit losses, excluding the allowance 
on those loans acquired from the Bank of British Columbia, com- 
prises the amounts written off during the year, net of recover- 
ies on amounts written off in prior years, and changes in provisions. 
This amount is charged to the consolidated statement of income. 
Losses and recoveries on certain loans acquired from the Bank 
of British Columbia are charged or credited to contributed sur- 
plus as prescribed by the Superintendent. 

g) Land, buildings and equipment: 

Land is carried at cost. Buildings and equipment are 
carried at cost, less accumulated depreciation. Leasehold 
improvements are amortized over the original term of the leases 
plus one renewal period, using the straight-line method. Gains 
and losses on disposal of fixed assets are recorded in the con- 
solidated statement of income in the year of disposal. 

h) Income taxes: 

The Bank follows the tax allocation basis of account- 
ing for income taxes, whereby income taxes on specific trans- 
actions are recorded in the period in which the transactions 
are recognized for accounting purposes regardless of when the 
transactions are recognized for tax purposes. Deferred income 
taxes are provided to recognize the effect of timing differences 
for those items of income and expense that may affect income 
for tax purposes in a period different from that in which they 
affect income for accounting purposes. 

i) Pension and other post-retirement employee benefits: 

The Bank has two defined benefit pension plans for 
employees based on years of service and average earnings 
prior to retirement and a non-contributory defined contribution 
plan. Pension costs and obligations are determined using man- 


agement’s best estimates of various assumptions, such as pro- 


jected employee compensation levels and rates of return on 
investments. The Bank also provides certain health care and 
life insurance benefits for employees after retirement. The cost 
of these benefits is expensed as incurred. 

j) Translation of foreign currencies: 

Assets and liabilities in foreign currencies are trans- 
lated into Canadian dollars at year-end spot exchange rates. 
Revenues and expenses in foreign currencies are translated 
into Canadian dollars at the rates in effect at the transaction 
date. Premiums and discounts on foreign currency forward con- 
tracts that hedge foreign currency assets and liabilities are 
amortized over the period to maturity as interest expense in the 
consolidated statement of income. Realized and unrealized gains 
and losses from foreign currency translation are included in 
other income in the consolidated statement of income. 

k) Derivative instruments: 

The Bank enters into various derivative contracts includ- 
ing foreign exchange contracts, interest rate and cross currency 
swaps, financial futures contracts and forward rate agreements 
in order to manage the risks associated with changes in interest 
and foreign exchange rates, to meet customer needs and to earn 
trading income. The net income or expense related to transac- 
tions used in managing the Bank's interest rate exposure is rec- 
ognized on an accrual basis over the term of the agreement as 
an adjustment to interest expense in the consolidated statement 
of income. The net income or expense related to transactions 
used in managing the Bank's foreign exchange exposure is rec- 
ognized on a mark to market basis as is the corresponding for- 
eign currency asset or liability and recorded as an adjustment to 
other income in the consolidated statement of income. The net 
income or expense related to transactions entered into for trad- 
ing purposes and for customer related transactions is recorded 
ona mark to market basis and recognized as other income inthe 
consolidated statement of income. The Canadian Institute of 
Chartered Accountants Handbook Section 3860 “Presentation 
and Disclosure of Financial Instruments” was adopted in full 
during the year. As a result, unrealized gains and losses on deriv- 
ative instruments previously recorded on a net basis are now 
included in other assets and liabilities on a gross basis. Prior 
years have not been restated to give effect to this change. 

|) Trust assets under administration: 

Trust assets under administration are maintained sep- 
arately from the Bank's assets and are not included in the 


Consolidated Balance Sheets. 


2. SECURITIES: 


Term to maturity 


No Total Total 
Within 1-5 5-10 Specific Carrying Value Carrying Value 
1 Year Years Years Maturity 1997 1996 
Investment securities 
Securities issued or guaranteed by: 
Canada $ 1,463 $ 898 $ 14 $ = Sues $ 2,666 
Provinces Ay) 4] ie - 305 US 
I FAIS) 939 26 ~ 2,680 2,/41 
Debt of foreign issuer - - - - - 36 
Mutual funds = = = 6 6 14 
Equity securities — 42 - 18 60 39 
Total investment securities IGS) 981 26 24 2,746 2,530 
Loan substitute securities _ 5} — - 3 2 
Trading securities 309 ~ ~ 147 456 114 
Total securities $ 2,024 $ 984 $ 26 ee $ 3,205 SS DOSS 
Included in trading securities are $246 million of securities issued or guaranteed by Canada (1996 - $112 million). 
Analysis of unrealized gains and losses on investment securities 
Carrying Gross Gross Estimated Estimated 
Value Unrealized Unrealized Market Value Market Value 
1997 Gains Losses 1997 1996 
Securities issued or guaranteed by: 
Canada SS BSS i Dl $ (1) $ 2,395 $ 2,695 
Provinces 305 B} = 308 76 
2,080 24 (1) 2,703 2,/71 
Debt of foreign issuers = = = = 36 
Mutual funds 6 ~ — 6 1B) 
Equity securities 60 iD - 72 50 
$ 2,746 $ 36 $ (1) S$) 2,78i Dye 
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ee 1997 1996 
Commercial loans: 
Real estate $ 2,978 See OSU 
Hotels and hospitality 810 4785 
Manufacturing 961 1,168 
Trade 1,794 1,815 
Services 762 477 
Direct finance leases 327 Spl! 
Other 308 199 
Total commercial loans 7,940 7,139 
Residential mortgages 6,876 6,453 
Consumer loans 1,869 1,640 
Allowance for credit losses (231) (221) 
$ 16,454 So S000 


As a result of acquisitions in previous years of ANZ Bank Canada and Metropolitan Trust Company of Canada (“MetTrust”), the Bank has recourse to the vendors or 
their related parties for certain performing loans which become non-accrual. At October 31, 1997 the amount of loans with recourse aggregated $53 million. The 
recourse on $6 million relating to ANZ Bank Canada and $47 million relating to MetTrust expires in 1998 and 2000 respectively. In addition, a related party to the vendor 
of MetTrust has agreed to manage any litigation regarding recourse loans which is attributable to matters arising prior to acquisition and has indemnified MettTrust 
for any losses and related costs. 


4. IMPAIRED ASSETS AND ALLOWANCE FOR CREDIT LOSSES: 


a. The Bank’s investment in impaired assets and the related specific allowances are as follows: 


1997 1996 
Gross Specific Carrying Carrying 
Amount Allowances Amount Amount 

Commercial loans: 
Real estate $ 44 $ 21 $ 23 $ 52 
Manufacturing 18 8 10 3) 
Trade 22 ey 11 Il 
Services 12 6 6 9 
Other 28 20 8 2, 
Consumer loans i oe 3 3 
Residential mortgages 2) ~ 25 Ils} 


$ 161 $ TP) $ 86 $ 95 


—_—_e—T"_—_—_—— 


Impaired assets include foreclosed real estate assets held for sale with a gross carrying value of $0.6 million (1996 - $16 million) and a related allowance of $0.5 million 
(1996 - $8 million). 


As a result of the acquisition in prior years of ANZ Bank Canada, $14 million (1996 - $28 million) of impaired loans are supported by an interest-free deposit of the 
same amount. 


b. The Bank’s allowance for credit losses is as follows: 


Beginning Provision for Recoveries 1997 Ending 
balance credit losses Write-Offs and other balance 

Specific allowances: 

Commercial loans: 

Real estate $ 23} $ 7 $ @) & = $ 21 
Manufacturing Zz = (4) ~ 8 
Trade MH. (4) (2) - 11 
Services & (1) (1) - 6 
Other ID 10 (5) ~ 20 
Consumer loans 12 3 (6) - 9 
Residential mortgages il 1 (2) a = 
Total specific allowances 58 16 (29) ~ 75 
General allowance “"’ 133) Jap - i 156 
Total $ 2D $ 38 $ (29) §$ il $ 231 


(1) The Bank’s general allowance has been established to absorb losses in the Bank’s total loan portfolio for which specific provisions cannot yet be determined. 
Accordingly, the general allowance has not been applied to reduce the carrying value of specific impaired assets shown in the table in note 4(a) above. 


5. LAND, BUILDINGS AND EQUIPMENT: 


Accumulated Net book Net book 

depreciation and value value 

Cost amortization 1997 1996 

Land and buildings $ 8 $ wy) $ 6 $ 8 
Furniture and equipment 63 38 25 Ws 
Computer equipment 2 35 17 14 
Leasehold improvements 71 Shi 40 55) 
$ 194 $ 106 $ 83 $ 76 


Depreciation and amortization charged to income in respect of the above amounted to $18 million (1996 - $15 million). 


6. OTHER ASSETS: 


1997 1996 

Accrued interest receivable $ 248 $ 184 
Cheques and other items in transit, net 9 424 
Deferred pension benefits 10 Hil 
Due from clients, dealers and clearing corporations 293 82 
Unrealized gains on derivative instruments 172 13 
Accounts receivable and other 69 72 
$ 801 $ 786 
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/aDEROSI[S: 
Regulated 
financial Businesses and 
institutions Individuals governments 
Demand i 33 $ = $ 692 $ 
Notice = 2,500 1,283 
Fixed date 1,081 7,422 7,104 


725 $ 655 
3,783 3,904 
15,607 13,794 


$ 1,114 S) Sy oy OIE $ 20,115 SISOS 


errr 


8. OTHER LIABILITIES: 


1997 

Accrued interest payable $ S85) 
Deferred income taxes and other taxes payable 14 
Mortgages sold with recourse 246 
Payable to clients, dealers and clearing corporations 311 
Unrealized losses on derivative instruments 95 
Accounts payable and other 286 
$ 1,287 


9. NON-CONTROLLING INTEREST IN SUBSIDIARY: 


HongkongBank Mortgage Corporation has issued $30 million of class B perpetual preferred shares to HSBC Holdings 


BV. No dividends were paid or payable on these perpetual preferred shares for the years ended October 31, 1997 and 1996. Dividends 


may be declared at the discretion of the directors of HongkongBank Mortgage Corporation. 


10. DEBENTURES: 
Debentures, which are unsecured and subordinated in right of payment to the claims of deposit 


creditors, comprise: 


Foreign Currency 
Interest rate % Year of maturity amount 


Issued to HSBC Holdings ple Group Companies 


90 day bankers’ acceptance rate plus 0.50% \” 2002 aS 
5.84) 2091 

6.84") 2094 US$85 

S29 2094 


ors and certain other 


Issued to others 


90 day bankers’ acceptance rate plus 0.32% “) 1999 
EMO? 2011 
LOO 2005 
30 day bankers’ acceptance rate plus 0.50% 2083 
Total 


1997 1996 
60 $ 60 
185 185 
119 114 
25 25) 
389 384 
- oy) 
60 60 
60 60 
40 40 
160 UO 


(1) The interest rate was fixed at 7.92% until October 16, 1997 and thereafter the rate reprices at the 90 day average bankers’ acceptance rate plus 0.50%. 


(2) The interest rate was fixed at 7.92% until October 16, 1997 at which date the rate repriced at 5.84% until October 2002. Thereafter the rate reprices every 5 years 


at the then Government of Canada 5 year bond rate plus 0.70%. 


(3) The interest rate is fixed at 6.84% until July 2000 and thereafter the rate reprices every 5 years at the then 5 year U.S. Treasury rate plus 0.80% 


(4) The interest rate is fixed at 8.29% until October 2000 and thereafter the rate reprices every 5 years at the then Government of Canada 5 year bond rate plus 0.70%. 


(5) On October 31, 1997 the $39 million debentures due in 1999 were converted to deposits. 


(6) The interest rate is fixed at 7.70% until February 2006 and thereafter the rate reprices at the 90 day average bankers’ acceptance rate plus 1.00% 


(7) This debenture maturing 2005 was an obligation of Barclays Bank of Canada assumed by the Bank effective August 31, 1996 (note 22). 


Interest expense for the year relating to debentures issued to Group companies amounted to $29.5 million (1996 - $29.6 million). 


On November 6, 1997 the Bank issued a $60 million 12 year debenture due in 2009. The interest rate is fixed at 5.73% until November 


2004 and thereafter reprices at the 90 day average bankers’ acceptance rate plus 1.00%. 


TL, GAPRTIAL SUOGK 
Authorized: 


The authorized capital of the Bank is 994,117,500 shares without par value made up of 993,677,000 common shares and 


440,500 special shares. 
Issued and fully paid: 


Number of 

common shares Amount 

At October 31, 1997 and 1996 250,168,000 $ TD) 
12. OTHER INCOME: 

1997 1996 

Investment and securities services $ 89 $ 43 

Deposit and payment services 46 42 

Lending fees 23 14 

Bankers’ acceptance, letter of credit and guarantee fees 31 Ds) 

Trading revenue 34 22 

Other 17 & 

$ 240 $ 154 


13. PENSION PLANS: 


Information with respect to the Bank's defined benefit pension plans for employees as at January 1, 1997 and 1996 is 


as follows: 
1997 1996 
Pension fund assets, at estimated market value $ 132 $ 118 
Actuarially computed present value of accrued pension benefits 81 87 
$ 51 $ oll 
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14. INCOME TAXES: 


Provisions for income taxes included in the consolidated statement of income are: 


1997 1996 

Current $ 57 $ 69 
Deferred 26 - 
$ 83 $ 69 


The provisions for income taxes shown in the consolidated statement of income are less than that obtained by apply- 


ing statutory tax rates to the net income before provision for income taxes for the following reasons: 


1997 1996 
Combined federal and provincial income tax rate 44.76% 44.81% 
Decrease resulting from: 
Adjustment for tax exempt income related to preferred 
shares, common shares, and income debentures (6.31) (6.25) 
Utilization of tax losses carried forward and other deductions (3.48) (2.06) 
Other, net 2.61 0.40 
37.58% 36.90% 
15. LONG-TERM LEASE COMMITMENTS: 
Future minimum commitments under long-term leases of premises are as follows: 
1998 $ D5) 
1999 25) 
2000 2S} 
2001 2, 
2002 19 
2003 and thereafter 93 
o. 207, 


The total rental expense charged in respect of premises for the year was $29 million (1996 - $27 million). 


16. GUARANTEES AND LETTERS OF CREDIT: 


The Bank issues guarantees and letters of credit to meet credit requirements of its customers. The amounts are not 


included in the consolidated balance sheets and are as follows: 


1997 1996 

Guarantees $ 482 $ 556 
Letters of credit 263 180 
$ 745 $ 736 


In the event of a call on the above commitments, the Bank has recourse against the customer. 


17. CONTINGENCIES: 


The Bank is subject to a number of legal claims and other contingencies arising in the normal course of its business. 
Defendants in certain class action and shareholder suits have filed third party complaints against the Bank. Management believes 
these third party complaints are without merit and will vigorously defend these complaints. Management is of the opinion that ade- 
quate provision has been made for any potential liability. 

A Bank subsidiary is subject to threatened action relating to its responsibilities as a distributor, escrow agent and cus- 
todian. Management has reviewed this matter and is of the opinion that the possibility of material liability is unlikely. Accordingly, 


no provision has been recorded in the financial statements relating to this matter. 


The Bank has various matters under discussion with taxation authorities which, if confirmed, would result in a rever- 


sal of certain previously recorded liabilities. 


18. FAIR VALUE OF FINANCIAL INSTRUMENTS: 


The amounts below represent the fair values of the Bank's on- and off-balance sheet financial instruments. Fair value 


is the estimated amount of the consideration that would be agreed upon in an arm’s length transaction between knowledgeable, 


willing parties who are under no compulsion to act. 


1997 
Fair Value 
over (under) 
Book Value Fair Value book value 
Assets 
Cash resources 2,104 2,104 — 
Securities 205) 3,240 3) 
Loans 16,454 16,561 107 
Other assets 2,059 2,059 - 
Liabilities 
Deposits XY IS) 20,180 65 
Other liabilities 2575) 2S) - 
Subordinated debt 549 579 30 
Off-balance sheet Tih, 55) (44) 


The determination of fair values of financial instru- 
ments for which there are no quoted market values requires 
that a number of assumptions are made for which there exists 
a significant degree of subjectivity. 

The following methods and assumptions were used 
to estimate the fair value of these financial instruments: 

— Cash resources, Other assets and Other liabilities, due to their 
short term nature, are assumed to approximate their carrying 
values. 

— Securities are assumed to be equal to the estimated market 
value of securities based on quoted market prices where avail- 
able. If quoted market prices are not available, fair values are 
estimated using quoted market prices of similar securities or 
other valuation techniques. 

— Floating rate and consumer loans are assumed to be equal to 
their book value. The fair value of commercial and residential 
mortgage and loans with fixed terms are estimated using a 
discounted cash flow calculation at current rates for loans with 
similar terms and credit risks. 

— Demand deposits are assumed to be equal to their carrying 


value. The fair value of other deposits are estimated using a dis- 


counted cash flow calculation at market rates. 
— Subordinated debt is determined by reference to current mar- 


ket prices for debt with similar terms and risks. 


19. DERIVATIVE INSTRUMENTS: 

In the ordinary course of business, the Bank enters 
into various derivative contracts such as foreign exchange con- 
tracts, interest rate swaps, forward rate agreements and finan- 
cial futures contracts whose notional principal is not included 
in the consolidated balance sheets. 

Derivatives are contracts whose value is derived from 
an underlying asset or an underlying reference rate or index 
such as interest or foreign exchange rates. The Bank uses deriv- 
atives for both trading and asset/liability management purposes. 

Trading related activity includes transactions under- 
taken on behalf of the Bank and its customers (“Trading”). 
Asset/liability management derivatives are used by the Bank to 
manage its exposures to interest rate and foreign currency fluc- 
tuations and where appropriate the Bank may use customer 
related trading transactions as part of its asset/liability man- 


agement (“ALM”) program. 


eal 
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The Bank strictly adheres to its formalized risk man- 
agement policies and procedures. Risk limits are determined 
for each portfolio of derivative instruments based on product, 
currency, interest rate repricing and market volatility. All limits 
are monitored on a daily basis. 

Derivative instruments are subject to both market risk 
and credit risk. Market risk is the risk that the fair value of deriva- 


tives will fluctuate due to changes in interest and foreign exchange 


rates. Market risk is managed on a consolidated Bank basis. 
Credit risk for derivative instruments is not equal to 
the notional amount of the principal as it is with assets recorded 
on the balance sheets. The credit risk for derivatives is princi- 
pally the replacement cost of any contract with a positive mar- 
ket value including an estimate for future fluctuation risk. Credit 
risk for derivatives is managed using risk management policies 


set out in note 24. 


a) An analysis of the Bank’s derivative portfolio and related credit exposure at October 31 is as follows: 


1997 1996 
Current Credit Risk Current Credit Risk 
Notional Replacement Equivalent Weighted Notional Replacement Equivalent Weighted 
Amount Cost Amount Balance Amount Cost Amount Balance 
Interest rate contracts: 
Forward rate 
agreements $ 2,942 $ - $ - $ - $ 2,730 $ 3 $ 3 $ 1 
Futures — 
exchange traded 3,863 - - - 2,242 3 - - 
Swaps 11,100 59 87 36 9391 49 72 WT, 
17,905 59 87 36 14,363 ap) IS 18 
Foreign exchange 
contracts: 
Spot contracts 1,012 1 - - 1,002 il — — 
Forward contracts 10,617 143 267 71 11,458 73 182 al 
11,629 144 267 71 12,460 74 182 Sul 
Equity futures ea 
contracts 151 4 13 7 = = = = 
Total $29,685 $ 207 $ 367 $ 114 $26,823 § 129 $ 257 $ 69 


Notional amounts are the contract amounts used to 
calculate the cash flows to be exchanged. They are a common 
measure of volume of outstanding transactions, but do not rep- 
resent credit or market risk exposure. 

Current replacement cost represents the estimated 
cost of replacing, at current market rates, all contracts with a 
positive value. 

Credit equivalent amount is the current replacement 
cost plus an amount for future credit exposure associated with 
the potential for future changes in currency and interest rates. The 
future credit exposure is calculated using a formula prescribed 


by the Superintendent in its capital adequacy guidelines. 


Risk-weighted balance represents the amount based 
upon which the regulatory capital required to support the Bank's 
derivative activities is calculated. It is derived from risk weight- 
ing the credit equivalent amounts according to the creditwor- 
thiness of the counterparties using factors prescribed by the 
Superintendent in its capital adequacy guidelines. 

b) The following table summarizes the notional amounts 
by remaining term to maturity of the Bank’s derivative portfolio 
at October 31, segregating derivative instruments between those 
entered into by the Bank from its trading activities and those 
used to manage the risk associated with changes in interest 


and foreign exchange rates as part of the Bank's ALM program. 


Customer and Proprietary Trading ALM Total 


1997 1997 1997 
Under Over Total Under Over Total 
1year 1-5years 5 Years Trading lyear 1-5years 5years ALM Total 
Interest rate contracts: 
Forward rate agreements $ 2,942 $ - $ - §$ 2,942 $ = § = § = & = $ 2,942 
Futures — exchange traded 2,959 200 = 3,159 704 - = 704 3,863 
Swaps 3,922 1,671 ~ hss} 3,088 2,347 72, 5,507 11,100 
9,823 1,871 ~ 11,694 3,792 2,347 72 6,211 17,905 
Foreign exchange contracts: 
Spot contracts 822 - - 822 190 - - 190 1,012 
Forward contracts 5,463 270 - 5,733 4,884 - _ 4,884 10,617 
6,285 270 - 6,555 5,074 - - 5,074 11,629 
Equity futures contracts 151 - - 151 - - - - 151 
Total $16,259 $2,141 $ -— $18,400 $ 8,866 $2,347 $72 $11,285 $29,685 
Customer and Proprietary Trading ALM Total 
1996 1996 1996 
Under Over Total Under Over Total os 
1 year 1-5years 5 Years Trading lyear 1-5years 5years ALM Total 
Interest rate contracts: 
Forward rate agreements i) 230 § = fF Ss Pere $ = § = § = &§ = O70 
Futures — exchange traded 1,985 DS - 2,010 Day) = - 232 2,242 
Swaps 1,460 709 24 2,193 4,450 2,667 S] 7,198 9,391 
OI) 734 24 6,933 4,682 2,667 8] 7,430 14,363 
Foreign exchange contracts: 
Spot contracts 701 - — 701 301 - - 301 1,002 
Forward contracts $211 319 ~ 6,530 2,928 - - Xs} 11,458 
8,912 319 - 9,231 3,229 ~ - 3,229 12,460 
Equity futures contracts — = = = = = = v3 7 
Total $15,087 $1,053 $24 $16,164 $7,911 $2,667 $ 81 $10,659 $26,823 


c) The following table summarizes the fair value, as rep- 
resented by the sum of the net unrealized gains and losses, accrued 
interest receivable and payable and premiums paid or received, 
of the Bank's derivative portfolio at October 31, segregating deriv- 
ative instruments between Trading and ALM and between those 
that are in a favourable or receivable position from those in an 
unfavourable or payable position. The favourable net position of 
the ALM portfolio shown in the table below is offset by a reduc- 
tion in the underlying fair values of the assets and liabilities hedged. 

Trading derivatives are marked to market on a daily basis 


and the net position for the trading portfolio shown in the table 


below has already been recognized in the financial statements. 
ALM interest rate derivatives are accounted for on the accrual 
basis and the net income or expense is recognized over the life of 
the derivative contract. Foreign exchange derivatives used for 
ALM purposes are accounted for on a mark to market basis as are 
the underlying assets and liabilities hedged and the net position 
shown in the table below has already been recognized in the finan- 
cial statements. The ALM portfolio is used to manage the Bank’s 
exposure to changes in interest and foreign currency rates. 

Fair values of derivative instruments are determined 


using quoted market prices. 
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Customer and Proprietary Trading ALM Total Net 
1997 1997 
Favourable (Unfavourable) Net Favourable (Unfavourable) Net 
Position Position Position Position Position Position 1997 

Interest rate contracts: 
Forward rate agreements $ - $ (1) $ (1) $ - $ - $ - $ (1) 
Futures = = = = = = = 
Swaps 24 (31) (7) 35 (79) (44) (51) 

24 (32) (8) 35 (79) (44) (52) 
Foreign exchange contracts: 
Spot contracts 1 - 1 - - ~ 1 
Forward contracts 57 (60) (3) 86 (3) 83 80 

58 (60) (2) 86 (3) 83 81 
Equity futures contracts 4 - 4 - - - 4 
Total $ 86 $ (92) $ (6) $ 121 $ (82) $ 39 $ 33 

Customer and Proprietary Trading ALM Total Net 

1996 1996 
Favourable (Unfavourable) Net Favourable (Unfavourable) Net 
Position Position Position Position Position Position 1996 

Interest rate contracts: 
Forward rate agreements $ 3 $ (4) $ (1) $ - $ - $ - $ (1) 
Futures 3} (3) - — (1) (1) (1) 
Swaps 17 (23) (6) 32 (QUES) (S3) (S9) 

O83 (30) (7) 3 (116) (S4) (91) 
Foreign exchange contracts: 
Spot contracts il (1) - = = = pc 
Forward contracts 67 (71) (4) 6 (36) (30) (34) 

68 (72) (4) 6 (36) (30) (34) 
Equity futures contracts - — = = = Ee td 
Total ye wp (GOs) oe 100d) = Bie 5 (152) $ (114) $ (125) 


20. INTEREST RATE SENSITIVITY POSITION: 


The following table provides an analysis of the Bank’s interest rate sensitivity position at October 31, 1997 based on con- 


tractual repricing dates of assets and liabilities: 


Effective Greater Effective Non- 

Within 3to6 6 to 12 Interest than Interest Interest 
3 months months months Rate (%) 1 year Rate (%) Sensitive Total 
Cash resources $ 1445 $ 94 § 258 IO 8 - - § 507s 2,104 
Securities TZ 607 234 4.0 O28 7.0 169 3,205 
Loans 8,573 1,292 1,600 5.4 {OSV 7.0 (68) 16,454 
Other assets - — ~ - - - 2,147 2,147 
Total assets 11,190 1,993 2,092 = 6,080 - 2S) 23,910 
Deposits 14,300 1,632 2,744 34 747 6.2 692 AVIS 
Other liabilities - — - - = ~ Zs) TP) 
Subordinated debt 100 — _ 44 449 Vee, - 549 
Shareholder’s equity _ = = = — - 671 671 

Total liabilities & 

shareholder's equity 14,400 1,632 2,744 - 1,196 - 3,938 23,910 
On balance sheet gap (3,210) 361 (652) = 4 S84 <= (1,383) _ 
Off balance sheet positions Sl (412) (1,304) = (1,416) = = = 
Total interest rate gap $ (3) & (SI) 8 (L956) = S208 = $) Ui 83) & = 


An immediate and sustained parallel increase in interest rates of 1% across all currencies and maturities would reduce 
net interest income by $5 million (1996 - $3 million) over the next twelve months assuming no additional hedging is undertaken. 

In managing interest rate risk, the Bank relies primarily upon its contractual interest rate sensitivity position adjusted 
for certain assumptions regarding customer behavioural preferences which are based upon historical trends. Adjustments made 
include assumptions relating to early repayment of consumer loans and residential mortgages and customer preferences for 
demand, notice and redeemable deposits. Based upon these adjustments, it is estimated that an immediate and sustained 
parallel increase in interest rates of 1% across all currencies and maturities would increase net interest income by $3 million 


(1996 - $2 million) over the next twelve months assuming no additional hedging. 


21. SEGMENTED INFORMATION: 
Assets: 


An analysis of the Bank’s assets on the basis of the location of ultimate risk is as follows: 


1997 1996 
Amount Percent Amount Percent 
Canada $ 22,850 95.6 $ 20,324 95.8 
United States 899 3.8 576 Peele 
Hong Kong SAR 40 0.1 39 0.2 
Other 121 0.5 270 es 
$ 23,910 100.0 $ 21,209 100.0 
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Liabilities: 


An analysis of the Bank's deposit, acceptances and other liabilities on the basis of the residence status of the bearer 


of the liabilities is as follows: 


1997 1996 
Amount Percent Amount Percent 
Canada SS I/giBw 78.2 $ 16,750 $3.9 
United States 1,880 8.3 317 1.6 
Hong Kong SAR DOTS 10.5 2,446 IPD 
Other 673 3.0 460 23 
$ 22,660 100.0 $ 19,973 100.0 
ee 
Total interest and dividend income: 
An analysis of the total interest and dividend income on the basis of geographic location is as follows: 
1997 1996 
Amount Percent Amount Percent 
Domestic $ 1,171 92.6 § IL lé 95.2 
International 94 7.4 66 48 
Total $ 1,265 100.0 Se? 100.0 


22. BUSINESS ACQUISITIONS: 


The Bank completed two acquisitions during 1996. 


On May 3, 1996 the Bank acquired all of the common shares of M.K. Wong and Associates Ltd., an asset management 


company. Pursuant to letters patent issued by the Minister of Finance, the Bank and Barclays Bank of Canada were amalgamated 


and continued under the name of Hongkong Bank of Canada effective August 31, 1996. These acquisitions were accounted for by 


the purchase method. The fair value of net assets acquired consists of: 


Assets 


Liabilities 


Net Assets acquired 
Goodwill 


Consideration paid in cash 


$ 483 
449 
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ils 

$ 47 


As consideration for the acquisition of the net assets of Barclays Bank of Canada, the Bank issued special shares for 


an aggregate consideration of $32.6 million. The special shares were subsequently redeemed on amalgamation for cash. 


23. RELATED PARTY TRANSACTIONS: 

The Bank pays guarantee fees to its direct Parent and 
an affiliate with respect to guarantees of certain debentures 
and deposit liabilities. The total fees for the year amounted to 
$34 million (1996 - $30 million). 

See also note 10 relating to debentures. 

During the year, the Bank entered into an agreement 
with an affiliate to provide a standby borrowing facility of up to 
US$200 million to the Bank at market rates and conditions. At 


no time during the year were funds drawn from the facility. 


In addition to the above related party transactions, 
the Bank has transactions of a routine nature with its Parent 
and other affiliated companies, none of which is material to 
these financial statements. 

On December 16, 1996 the Bank acquired, from an affil- 
iate, two branches operating in the Pacific Northwest region of 
the United States. The Bank paid a cash consideration of $0.2 mil- 
lion being the book value of the net assets at the date of acqui- 


sition. Total assets at the date of acquisition were US$152 million. 


The Bank’s principal subsidiaries are as follows: 


Book Value of 


HongkongBank Mortgage Corporation 
Hongkong Bank Trust Company 
Canadian Direct Insurance Incorporated 
HSBC James Capel Canada Inc. 

HSBC Capital Canada Inc. 

Hongkong Bank Discount Trading Inc. 
Hongkong Bank Securities Inc. 


M.K. Wong & Associates Ltd. 


Head Office Voting shares 
Vancouver, B.C. $ 156 
Edmonton, Alberta 35) 
New Westminster, B.C. P25) 
Toronto, Ontario 4 
Vancouver, B.C. 3 
Toronto, Ontario ih 
Vancouver, B.C. I 
Vancouver, B.C. 14 


The Hongkong Bank of Canada holds 100% voting shares in all subsidiaries identified above. 


24. RISK MANAGEMENT POLICIES: 

a) Overall Approach 

The Bank has adopted a prudent approach to risk man- 
agement by implementing policies which encourage develop- 
ment of profitable business strategies within acceptable well 
defined risk limits which are monitored on a regular basis. 

It is the responsibility of management to develop poli- 
cies and procedures to monitor and control the business risks 
in the environment that the Bank operates. The Bank, as part of 
the HSBC Holdings plc international group of financial institu- 
tions, utilizes the basic risk management processes adopted by 
the Group. However, these are tailored to the Canadian bank- 
ing environment. 

The process and overall limits recommended by man- 
agement are reviewed and the limits are approved by the Board 
of Directors on an annual basis. The Bank’s internal audit depart- 
ment assesses each area of the Bank's operations and carries 
out appropriate assurance procedures to monitor the risk man- 
agement process and ensure that it has not been compromised. 

The Bank also controls its risk by ensuring that appro- 
priate reporting systems and processes exist to monitor its risk 
areas and the Bank employs appropriately qualified staff to man- 
age and monitor the risk process. 

b) Major Types of Risk 

The major types of risk inherent in the banking envi- 
ronment include credit, liquidity, interest rate and foreign 
exchange rate risks. Other risks which are actively managed 
include market and operational risk. 

Credit risk is the risk that the Bank will incur a loss 
because its counterparty to a transaction fails to meet its oblig- 


ations to the Bank. Transactions which involve credit risk include 


loans or other commitments including derivative contracts where 
the Bank, by extending credit, risks loss. 

Liquidity risk is the risk that the Bank will encounter 
difficulty in raising funds to meet commitments. 

Market, interest rate and foreign exchange rate risks 
are the risks that the value of the Bank’s assets will fluctuate 
due to changes in market values of securities or to changes in 
interest and foreign exchange rates. 

Operational risk is the risk of loss should the Bank 
encounter errors or failures to correctly process transactions 
or information. 

c) Risk Management Practices 

In controlling its risks, the Bank has adopted a num- 
ber of risk management practices and controls to ensure all 
transactions and processes involving risk are identified and 
subject to appropriate authorized control procedures so as to 
minimize the potential for loss. Risk management practices are 
summarized as: 

—written policies approved by the Board; 

— position and control limits where appropriate to limit expo- 
sures; approved by the Board; 

— committees of management and the board review positions 
taken and approve proposed transactions; 

—regular monitoring of all types of information pertaining to risk, 
particularly exception reporting of overlimit transactions or 
unmatched/unhedged items; 

— training of all Bank staff to ensure sufficient understanding 
of risk situations so as to reduce the amount of risk exposure; 
and 

— independent internal audit function which is focused on areas 


of most significant risk. 
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